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INTRODUCTION 


The goal of this study is to evaluate rent regulation as a 
policy instrument for’ stabidu zing rentelevers 1 ' To this 
end, it reviews the operation of the rental market and 
evaluates past and current policies and programs (including 
rent) regulation), directed vat that marketéli he terme oretheir 
SUCCESS gim istabilacang trents. 

Throughout, the emphasis is on the interplay of market 
forces, an approach that may surprise readers familiar with 
some recent, popular works on the subject. Many of these 
analyses appear to omit the fact that rental housing, like 
corn, toothpaste, or the services of economic consultants, 
is traded in a market. Potential "buyers" (renters) demand 
rental, housing, .and*"sellers” (VandTords)*suppiy rts "the 
interaction of - thes two) forcesmenead tess ? price saa kr ert 
levels); and "transactions" » (rentals) occur Ditewhien Vouyer” 
and "seller" exchange valued items (money and a rental 
unit). The normal laws of demand and supply apply: if 
aemana@ increases, Supply responds; (sift vdemand outstrips 
supplypaprices«rise+.1f tprices wr isey tdemancr Cais tas ‘sone 
renters "purchase" smaller ‘quantities’ (rent’smatler or 
lower-quality units) or substitute another good; and so on. 

Like any market, the market for rental housing has its 
quirks and idiosyncrasies, some intrinsic to this particular 
good, some the result of custom or law. Nevertheless, the 
general market forces prevail. To forget that fact is to 


misunderstand the situation at the outset. 


if 


The Structure Of “This Study 


One 1dlosyncrasy) sor liany rental-housing market must be 
stressed) at? thegoubset: Tait Hast spate Wm veoror eae nad 
that do not exist in the markets for goods or services that 
can be transported from one place to another with relative 
Case.4}Thus,, tomspeak torvtehe Ontario rental-housing market 
LS CO use a.convenient fiction.  Rathervthanmeaspreva metal 
Market, .what- exists as “aliseries OF regional sand’ ocak 
rental-housing markets focused on population and employment 
centres. Some spillover occurs between adjacent Cencres; 
Such aS Oshawa and Toronto, but rental-market conditions in 
Say, Thunder Bay or Cornwall have little relation to those 
in Ottawa or Toronto. Nevertheless, the factors behind 
demand and supply tend to be similar in all rental=housing 
Markets; s ‘alsog most) legas lation affecting “rental “housing “is 
provincial, and the majority of government policies and 
programs: velating to,the market® have, been province- or 
nation—w ide, Therefore, Ginn erdes BOL Simp tye tthe 
discussion, this study generally refers to Ontario as a 
whole. To discuss each market separately would add little 
to an understanding of the larger market forces involved but 
would add Significantly to the length and complexity of the 
analysis. 

The study is structured in five sections. FIrst come 
two background reviews of the rental-housing market: a 
description of overall demand and Supply (an appendix offers 


more detail) and a summary of the interplay between them. 


The next section identifies those features of the rental 
market that may give rise to market failures or imperfec- 
tions and thus may allow landlords to maintain rents that 
deviate from competitive market levels. The fourth section 
describes past and present policies and programs related to 
the rental market and evaluates their effectiveness in 
Stovt Wi zing rents, The, fina. Section yassesses (rent 
regulation as a means of dealing with the types of market 


failure identified previously. 


OVERVIEW OF THE RENTAL MARKET 


To setithe stage ior an analysts -oftimperf ectrons1am cehe 
rental-housing market in Ontario, this section reviews some 
of the factors behind and the interplay between demand and 


supply in that market. 


The Demand for Rental Housing 


All families and individuals need housing. Setting aside 
the relatively small proportion who are institutionalized or 
receive housing as part of remuneration for work, people may 
choose to rent a dwelling unit of their own, to purchase 
such a unit, or to share accommodations with another family 
or individual. The decision to rent, Own, OF share is based 
On a number of considerations, including the relative cost 


of each option, the space requirements and resources of the 


indiv iduwads or dfamibl yeinvody ediprand satie tawat labiiaty wor 
suitable accommodation. 

The 1981 census reported almost 1.1 million Ontario 
households that had chosen to rent; that number is estimated 
to have grown by an average of 17,000 annually during 1981 


through 1984. 


Characteristics of Ontario's Renter Households 


Ontario's renter households are highly varied: family and 
non=-family.(a non-family household ws\onescomposed sot wa 
single person obatwo.o0r more unrelated people) .young and 
old, rach ands poor. iDihiferences betweem the, typessands»age 
profiles of renter and owner households, as reported in the 
1981 census data, indicate a pronounced lifecycle tendency 


in the choice of accommodation. 


ss Almost half of all renter households are headed by a 
person less than thirty-five years of age. THAS «S tak Vetre 
reflectssitheiwiacis thatamostmyoung wnmarried fadu Mes vare 
renters and that many young couples rent before purchasing 
their first,home...In many .cases,, the reason for, renting, 
ratherscthanyowning,,sis) inabidity tonpaysthe wosts of ,owner= 
ship or the need to save for a down payment on a purchase. 


Other young people simply prefer the lifestyle of renting. 


= Households with heads aged thirty-five to sixty-four 


are more likely to own than to rent. (For households with 


heads about fifty years of age, the proportion of owners 
rises to more’ than 75°peéer cents) oAscharge «number, of the 
middle-aged households that do rent appear to do so simply 


because they cannot afford to own. 


~ Among households with heads aged fifty-five or older, 
the proportion of renters increases again. In Many cases, 
this shift probably reflects the reduced accommodation needs 
of families whose children have left home or in which one of 
the spouses has died. The availability of more-suitable 
(sometimes subsidized) rental units may also induce some 
older people to sell their homes. In some cases, ‘too, the 
lowered incomes associated with age may cause home-owners to 


sell, realize their equity, and move into rental units. 


The fact that the choice between owning and renting is 
partly influenced by lifecycle tendencies should not cloud 
the fact that many households rent because they cannot 
afford to own. The distribution of incomes among renters is 


very wide. Census data show that in 1980 some 43 per cent 


Of Mon=-family households and 21 per cent jot fami by 
households that rented had incomes of less than $10,000. At 
thevother end of the scale, 12 per cent of non-family 
households and almost 33 per cent of family households that 
rented had incomes of more than $25,000. The 1980 median 
income for non-farm renter households in Ontario was about 


$15,500; the comparable figure for all households in Ontario 


was $22,600. 


How many of Ontario's renter households have dit racud.ey 
affording even rental accommodation? Some sources put the 
figure for recent years at about 18 per cent, some as high 
as 29 per cent. (The differences arise from variations in 
data bases and in methods of calculation as well as 
differences in establishing an appropriate rental/income 
ratio for a threshold.)3 Whichever data and definitions are 
used, it is clear that most renters have lefecler di fiveuwhey 
affording their current accommodations, but a Sign vercant 
minority must devote a very large proportion tot Athere 


incomes to rent payments. 


Effective Demand and Price 


In brief, of the numerous Ontarians who demand rental 
housing, a large proportion, particularly among the young, 
are in the rental market only temporarily; ultimately, they 
aspire to be home-Owners. Others are more’ permanence 
renters, some by choice and some by necessity. For many 
low-income households, renting is the only housing option 
available since they do not have the resources to purchase 
homes of their own and family circumstances require them to 
maintain separate dwellings, rather than share accommoda- 
CLOns. 

The majority Of centers, however, do’ have other 
options, and because these options exist, the demand for 


rental accommodation is Sensitive to the price of rental 


units. A rise in rents will lead to some diminution of the 


overall quantity of rental housing demanded because: 


~ Some of the people who regard their stay in rental 
housing as a temporary expedient prior to becoming home- 
Owners will accelerate their purchases because of the 


increased rents. 


= Some people, particularly young single people, will 
decide..to “double up". or move back..with theire famidwes 
rather than bear the increased rents. Some elderly people, 


especially widows or widowers, will do the same thing. 


- Some renters will decide to move to smaller or lower- 


quality accommodations that are less expensive. 


Many renters will not change their accommodations 
because of increased rents -- some because they do not have 
Viable options. Nonetheless, in the rental-housing market 


as in most types of markets, the overall quantity demanded 
vVaGnles »inyernsely «with, prace ~-pthe highersthe, rentpzgthe 
lower the quantity demanded: the lower the rent, the higher 


the quantity demanded. 


Growth in Demand 


Another important characteristic of most rental markets in 
Ontariesiss thiat «botal demand has been growing and will 


continue to do so for some time. Between 1971 and 1981, 


population growth and trends in lifestyles and affordability 
resulted in an annual average increase of about 267500 9n 
the number of renter households. Projections show a lower 
growth rate in the future because of. astcombnnatiomior 
demographicefactors, "suchwacPine "baby-boom" population's 
moving out of the prime age groups for renting, and economic 
factors, such as unemployment among the young = and increased 
rents for new rental accommodations. Nonetheless, during 
the first part ofthe 1980s, rentals grew injOntarilorby “an 


average, of i177, 000 “households annually. 


The Supply of Rental Housing 


The supply of rental housing comprises the stock of existing 
rental units of all types plus incremental additions as new 
units are completed less any losses from demolitions and 
conversions to owned housing or nonresidential use. The 
characteristics of this sstock jand a tUsPownersvare sgermane? TO 
any discussion fof Pehe market for rentailvsnousing,easy er cmtie 


motivations of the companies and individuals that supply ite. 


The Characteristics of the Rental Stock 


Among the important characteristics Of Oneal lorceren tal] 


housing, Stock Pare: 


= AK largesandincreasing* proportions flOntarire ts rented 


stock isifapartmentiinttsw! an 198t,eapariments accounted Lor 


about two-thirds of the occupied rental stock and for almost 
80 per cent of the newer units (those completed since 1961), 


according to census data. 


= Most of Ontario's occupied rental stock is located in 
urban areas. About 75 per cent of it is in the province's 
ten Census Metropolitan Areas (CMAs) ,4 42 per cent in the 
Toronto CMA alone. In contrast, large urban areas Nave a 
much smaller proportion of the province's owner-occupied 
housing; for example, only 31 per cent is in the Toronto 


CMA. 


- Most “of Ontario's rental housing —— more tian’ coy per 


cent -- is in privately owned buildings. 


Owners of the Private Rental Stock 


The owners of Ontario's private rental stock, like the 
tenants who oceupy it, “arechighly"divérsey’ corporations 
predominate; an analysis, conducted by the Ontario Ministry 
of Municipal Affairs and Housing in 1982, using 1980 data 
from a sample of rental apartment buildings in urban areas, 
indicates that 37 per cent of the landlords were companies, 
but ‘they owned 76: "per "cent for *the units involved.? In 
contrast, 44 per cent of the landlords were individuals or 
couples, but they owned only 12 per cent of the units in the 
sample. 

Clearly, the majority of larger apartment buildings are 


in the hands of corporations: the corporate landlords in 


the sample averaged 160 units each, while the individuals 
and couples averaged only twenty units, often in more than 
one building. 

Nevertheless, the large rental buildings are not all in 
the hands of large real estate companies. More than half of 
the corporately owned units in the sample were Owned by 
companiespwith portiolsros sof vonly fone «or two buildings. 
Companies owning six or more rental buildings accounted for 


only Ql perscent ot tally che units. © 


The Motivation of Landlords: Return on Investment 


Whether landlords are large or small, individuals or 
companies, their prime motive for investing in rental 
housing is to jobtain a return Gnatheizreinvesticn® that, 
beast omatches the returnwon alternative anvestments™ or 


similar) risk. \ This-veturnisavalilable in «two ways: 


l. The difference between rental revenue and the costs of 
financing and operating the rental property. In the early 
years of new rental projects, this figure is frequently 
negative; «but ity-is .generadily. sexpected, tewmove;cin the 
landlord's! favour .as -manketarentgs eeise ywithring bation; 
assuming no major change in interest rates so that financing 


costs remain more or less constant. 


yas Capital appreciation. In an inflationary environment, 


one can expect the value of a rental property to increase 
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Over time, partly as a function of the improved cost-revenue 
relationship vand partlysias apfunetdon.o£ thesincrease in 
replacement cost (as the costs of land, materials, and 


labour reflect inflation). 


To determine the return on investment for a particular 
project, a potential investor must assess all its probable 
costs and revenues. The costs for any rental project 
include the purchase cost, interim and final financing 
costs, marketing costs, and operating costs, including 
management, maintenance, and utility charges and taxes. New 
projects also entail the cost of assembling and holding the 
land, the expenses involved in designing the project and 
negotiating with appropriate agencies regarding its various 
aspects, and actual construction costs. By adding the 
required return on initial equity to estimates of these 
costs, the potential investor can establish a schedule of 
the current and future costs that must be covered. 

The revenue side of the calculation is obtained by 
examining rents in comparable projects and assessing likely 
trends in rental-market demand. This exercise establishes 
both the likely initial level of rents and the prospects for 
increasing them in the future. It also provides information 
on the prospects for appreciation of the project's capital 
value. 

The projected revenue schedule is then compared with 
what real estate analysts call the project's “economic 


rents)". This term (which must be distinguished from the 


11 


word "rent" as it is generally used in economics) signifies 
the rent a property must bring im over “the! Long terneto 
cover costs and to provide a reasonable return on equity, 
taking account of expected capital appreciation. Pr sother. 
words, economic rents are those the project must generate if 
it is to be an attractive investment. 

Generally reetan investor ine®vental Inous@ngs cannoe 
expect to obtain a long-termrate of retirn thatiisrequaleto 
or Mmifghere tant thetisa Gemtom returh son alternative 
investments with comparable risks, the rental property is 
not an attractive proposition, and the investment is 
unlikely to occur. 

Of course, not all potential investors undertake 
detailed analyses of the returns aman wah eusirom paytal 
alternative investments. Neither do all investors view a 
rental project from the same perspective. For example, some 
investors, mainly small ones, find a symbolicivalued nmenea tL 
property thateamakes itiemorielattractiivertthan yother 
investmentss with ‘superior “returns. Miso, “meals cos tate 
companies looking to reduce their taxable income may be 
attracted to rental projects that do not appear viable in 
their own right. (The tax laws permit real estate companies 
to deduct capital cost allowance - CCA - and other losses on 
rental properties against income from other sources, whereas 
most other companies and individuals cannot deduct CCA.) 
Nonetheless, as a general. rule, rental housing *ts**an 
attractive investment only if the current and expected cost- 


revenue relationships, together with the prospects of future 


2 


Capital gains, offer a return on investment sufficient to 
justify the risks and efforts involved. 

TNs, the «importance so fy atitratcithi ver re turirsicon 
investment in creating new rental supply should not be 
underestimated. If there are no prospects of such returns, 
investors will generally not build new rental housing. If, 
on the other hand, the prospects appear positive, new supply 
should be forthcoming. The range of potential investors in 
rental accommodation is very broad, especially in the major 
rental markets. Current landlords, home-builders, 
developers of other types of real estate, and individuals on 
their own or as part of a syndicated venture can be expected 
to consider developing new rental projects if they offer 


attractive returns. 


THE OPERATION OF THE PRIVATE RENTAL MARKET: 


THEORY AND REALITY 


With rental housing, as with any commodity or service, the 
market is primarily a function of the interaction of the 
forces of demand and supply. As shown in the previous 
section, demand is provided by the families and individuals 
who, for one reason or another, choose to live in rental 
accommodation. Most of the supply has traditionally been 
provided by private companies and individuals who are 
seeking returns on their investment. 

f, ta'¥rental hosing market that is functioning 


normally, disequilibrium leads to changes in the vacancy 
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rate and rents and thence to “appropriate adjustmencs in 
demand or supply. 

Differences in the levels of demand and supply are 
reflected by changes in the level of the vacancy rate --— the 
proportion of the rental stock that is vacant at any given 
time. 1 Sea wiGnaLaes a Vacancysratesore2rto Stperseent Yin 
the Canada Mortgage and Housing Corporation's semiannual 
survey has been regarded as indicative of a balanced rental 
market. 

The vacancy rate is also a traditional rough indicator 
of landlords' profit levels. When vacancy rates are low, 
almost “all rental“untes are occuptred and’ producing» revenue, 
as a result, total revenues are greater than when vacancy 
rates are high./ 

Aliso, in the absence Of CoOmtroius, Landlords are more 
likely to be able to impose increases in rents when vacancy 
rates are low since tenants then have fewer alternatives 
than when vacancy rates are high. Markets with high vacancy 
rates are frequently characterized by stable or declining 
rent levels as landlords attempt to attract new tenants and 
keep old ones. 

Changes in the vacancy and rent levels serve to attract 
Or discourage both additional supply and additional demand. 
Markets with tight vacancies and rising rents encourage 
additional, supply since “investors scan expect enhanced 
revenues from rental investments. At the same time, the 
higher rents can be expected to. reduce .demand, to some 


extent: some renters, especially some of those who regard 
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rental housing as a temporary measure, will opt for home- 
Ownership since the relative costs of renting have 
increased; others, especially young single people, will find 
Sharing accommodations, perhaps with perents,;,gore 
attractive.8 The Opposite movements tend to occur in over- 
Supplied markets with high vacancy rates and low (or 
possibly negative) rent increases. 

In a balanced rental market, a tenant who perceives a 
particulary unit's: rent 4to be too\ttigm or Weel stakdand of 
maintenance poor has the option of moving to another rental 
unit (or perhaps to another kind of housing). This mobility 
protects most tenants from excessive rent increases since 
the costs associated with vacancies (loss of rent revenue, 
advertising and marketing costs, and repainting and cleaning 
expenses) are significant to landlords.9 

Of course, a tenant who seeks alternative accommodations 
aso incurs!) dinformation and* transaction? costs; “suchas 
moving expenses -- not to mention the nonpecuniary costs 
involved in moving a household from one location to another. 
In many cases, these costs are high relative to the tenant's 
pmcome: tand,icall. things’ considered) ~ar@saldemervrent® to 
moving, even if a less expensive or more Suitable unit is 
available elsewhere. Also, since rental: units are not 
homogeneous in quality, size, or rents andiaréesadde in 
different locations, a tenant's ability to find suitable 
alternative accommodation may be limited even in a balanced 
market. Nevertheless, considerable sensitivity to price and 


quality exists ina normally functioning rental market. 
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The Constraint of New Supply 


Elementary economic theory suggests that continued low 
vacancy #oatestin¥va teentad housing market should elicit 
additions to supply. Yet in most Ontario centres in recent 
years, totale vacakcyevatesehaw¢ been Jlow,: but new. nental 
construction has generally not been forthcoming. Few 
investors are willing to undertake new projects without 
substantial government “assistance. Almost va DEStt ire 
province's new rental construction since the mid-1970s has 
been subsidized through various federal or provineral 
housing programs; wirich: are detailed in the final section of 
this study. 

Clearly, investment in new rental projects has become 
less attractive than alternative investments. Why? The 
reasons are complex. Following is a brief review. 
~ In most}Ontariosmark etsy economicrrentsisoathegnents 
necessary both to cover costs and to provide a reasonable 
long-term return on equity invested in new rental housing -- 
are well above the rents prevailing for similar units in the 
existing stock -- even those in the uncontrolled rental 
stocks This phenomenon is a result of “Increases res 
financingiand construction costs andmehe Cons Ealiics® on 
overall market rents caused by rent regulation and past 
government subsidies for private rental® projects: When 
potential developers realize that they must either set rents 
helow. the seconomiced evel or face high svacancies,? wental 


housings is/notean pattractiive investment. 
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- Many landlords perceive a shift! in the balance of 
landlord-tenant legislation in favour of tenants. This 
PETCeptions is» based +partilvy, Ibudts not, wwhdidy Joons the 
existence of rent regulation in Ontario. The new security- 
of-tenure provisions in the 1975 Landlord and Tenant Act 
have also increased landlords' risks. Concerns that the 
System will not treat landlords fairly, coupled with the 
image of militant tenants, have not enhanced the attractive- 


ness of rental housing as an investment vehicle. 


~ Potential investors have a concern, substantiated by 
observation of events in some other provinces, that Ontario 
may extend its regulation to cover properties now exempt 
from the rent-review process. Most new rental developments 
depend on progressive increases in rents for economic 
Viability since most new projects, even if subsidized, incur 
negative cash flows in their early years. With Ontario's 
Spposition political parties ‘actively “advocating “the 
expensaon of rent regulation to ‘projects: bullt “atter 72975, 
investors are worried about the long-term economic viability 


of new projects. 


oe Demographic trends point to a long-term decline in the 
rate of increase in the demand for rental housing. Although 
no one foresees an actual decline in total rental demand, 


investors find current projections less favourable than 


those of the 1970s. 
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Some analysts regard these phenomena as evidence of chronic 
market failure -- evidence that Ontario's rental markets 
cannot respond, without government intervention, to the 
demand for new rental housing. Others? inciauding the 
authors, do not agree. A complete analysis of this debate 
is»beyondr the: Scopeloftthismstudy, @erasrthe proposaior 
solutions to the problems of stimulating new supply. These 
problems are outlined here simply as part of the presenta- 
tion of ‘background onwcondTtions Gn Ontario s*private rental 
markets. Such a background is necessary to assess the 
désirability of rent-regqulation as, an Instrumente (tor 


stabilizing rents an Ontario, 


RENTAL MARKET FAILURE 


When analysts or politicians advocate intervention 1n the 
rental market in order “to stabi ize, vente, ene, ame 
contending that rental markets have favled)—— that hey de 
not work efficiently to achieve equilibrium rents. Yet 
apparent instances of failure in a given market may not be 
true cases of failure at abl, or theysmay we fallures thas 
arise not from market imperfections but from other causes, 
such as prevalous tigiterventlons ein sthe market.) Moreover , 
intervention in a given instance, whether it is a case of 
true failure or not, may leave the market worse off than 
before. An ideal program of stabilization would aim at 
overcoming the market's faitures wwhike. allowing ate 


essential elements to operate to achieve a new equilibrium. 
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This section reviews the problems and characteristics 


of Ontario's rental markets that might be construed as 


market failures, 


Potential Types of Market Failure 


A market that is perfectly competitive, in the traditional 
economic sense, is achieved almost nowhere in modern 
economies. Virtually all parts of our economy are ‘subject 
to some forms of market failure -- some breakdowns of the 
competitive economic model -- which can be construed as 
Justification for regulatory intervention on behalf of 
consumers, producers, or society as a whole. Common 
instances of market failure include: perpetuation of a 
monopoly situation; a lack of complete information available 
to all the economic actors; external benefits or costs 
incurred by unconsulted third parties (externalities); the 
inability of the economy to utilize all resources fully (the 
traditional example is unemployment); goods and services 
whose distribution cannot be limited at no cost or at low 
cost in relation to the cost of production; and limitations 


on the distribution of scarce resources to which all members 


of society have a right.2? 


The rental market, like other modern markets, 
undoubtedly has imperfections that cause it to deviate from 
the perfectly competitive model. Although not all the 
standard examples of market failure are relevant here, some 


aspects of the rental market may give rise to excess 
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profits, disequilibriumy hineffictencies, ahd’ so on, causing 
rent levels to deviate from the competitive norm. A list of 
Situations that may be considered evidence of rental-market 
failure is presented below. (Discussion as to whether they 
actually do indicate market failure is reserved for the 


following section.) 


_ Mo's te rental markets” Bn Ontsa bio save very woraine, 
especially for dwelling units at the lower end of the rent 
range. New private rental projects are almost invariably 
targeted at renters able to afford high rents despite the 
very low vacancy rates that signal need in the lower-rent 


stock. The market is not directly responding’ to” this need. 


= The costs of land (particularily in desirable Wlocersome) 
and Of cOonStruction appear tovbe rising cons tart by eoustce 
unconstrained market rents generally tend to rise to the 
level necessary to stimulate new construction, the rents for 
Older units built at lower costs rise despite the fact that 
these buildings have no corresponding cost increases. These 
rises disadvantage tenants in the existing stock and confer 
on the owners abnormal or excess profits that they may not 


deserve. 


= Particularly destrabve parts orveitics have onlyia 
fixed amount of land, and little of it becomes available for 
new construction in any given year. Because CUE Ris an 
demand, land in these areas tends to be priced higher than 


land in other locations, and consequently higher-rent units 
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tend to be built there. In some cases, landlords find it 
profitable to demolish existing buildings in these areas and 
replace them with higher-rent new ones. The desirability of 
such areas also leads to the competitive bidding up of rents 
for the existing stock located there. Such a pattern of 
rising rents effectively excludes lower-income tenants from 
living in these areas and thus erodes the amount of rental 


stock available for them. 


- Planning and constructing a new rental building 
require a long lead time, so rental supply is very slow to 
respond to increases in demand. While the market is in the 
process of responding, existing tenants face a shortage of 
alternative accommodations, so their landlords have an 


opportunity to impose excessive rent increases. 


* Land—use,. controls. restric bh, rtehegateacsc? Paprwnicah 
developers may build new rental projects. if) insuGiiesd ént 
amounts have been pre-zoned for high-density housing, the 
cost of land is generally pushed up. Tf buslLatngnonta 
specific site requires a successful re-zoning application, 
the production process is delayed. By restricting supply, 
land-use controls also tend to hinder competition; 
developers cannot enter the market as freely as they could 


if it were perfectly competitive. 


- Rental markets are essentially oligopolistic (that is, 
the actual and potential suppliers are few), so landlords 


may be able to collude to obtain rents higher than they 
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“ould obtain® tra “free Tenrtal’  warket. Ol rqopoeLrs vic 
Tana 1 6trds “can "Al SO°réestrictosupply “and "subvert the natural 


market’ reactions to higner "rencs, 


~ Some tenants, such as elderly or disabled people, have 
relatively little choice an their Jacconmodations, Low 
incomes, problems of mobility, and limited information about 
alternatives make such tenants vulnerable to exploitation by 
landlords, who may charge them rents higher than market 


rents. 


= When assessing the economics of new rental investment, 
investors and financial “institutions citen® dolor take 
adequate vaccount of likely rene inivation Wr ecapiuat 
appreciation. For investors, this ‘tendency leade tc Tie 
setting of rélatively high required rates, Cf return son 
initial investment in the early years of the project. For 
lenders it Leads’ toothewgiving@ot Seelavive ly “Vow Lrrse 
mortgages on “rental® "prepertires; “consequently,” many 
developers must resort to expensive second and even third 
mortgages. “As “a result, the economic rents on new rental 
projects are often higher than they would be if adequate 
account ihad been taken of Pikely caprtal appreciation and 


future increases in revenue. 


Assessment of Potential Types of Rental Market Failure 


Fach of the situations above can be described as a potential 


case of rental-market failure. Much of ‘the rest*ob this 


Le 





paper is an attempt to determine whether any or all are 
actually instances of failure in the current rental-housing 
markets of Ontario. 

Before considering this question, however, one must 
recall that those markets have been subject to control for 
almost a decade and that a variety of other interventions 
(such as zoning restrictions, building codes, construction 
subsidies, and the municipal approval process generally) 
have bong affected their operations jAszaireswiht, rental 
markets in the province are not now, and have not been for 
some time, Operating in the manner in which a totad by; free 
rental market would operate. 

In examining these issues, it is also important to 
recognize that there are some things a market cannot do. 
The outstanding example in the context of this paper is that 
the private rental market cannot solve the problem of 
affordability among low-income renters. There is no doubt 
that. ethe spv0oblem wxists =) thaty a sizeable group of renter 
households have incomes insufficient for them to be able to 
afford adequate housing on the private rental market. But 
this situation is not an instance of failure in that market 
and must not be treated as such. As socially desirable as 
it might be to hold rents low so that needy households can 
better afford adequate accommodation, a policy that attempts 
to do so by intervention in the private rental market can 
Only soinder that market's performance of its task: 


providing and distributing rental housing in general.ll 
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The Lack of New Low~-Rent Units 


Although most of Ontario's rental marketS¥are very Tight, 
especially for low-rent units, very little new construction 
is! targeted Cat 'the’ Wow-vent market. The evident excess 
demand and the lack of new supply seem to indicate that the 
market has*failed to! reachwa proper "equilibrium inthe, low- 
pert. Sectors. 

This situation, however, seems less evidence of market 
failure than of existing market constraint. A rental market 
includes a wide variety of dwellings of differing qualities 
and locations, and correspondinglywdifrening rents anrwarilous 
submarketse \iftexcéss demand! £or7one portion of! therstock 
cannot bemeconomically *seryvede by new ‘construc enon, athe 
peswleinganvunconstrained pene tel be increased rents 
both’ for that@stock adndifsor the sstock Satmcuccessivell Wnagher 
price andi quality levels until) the adjustments’ reach Va Hievel 
that can be economically served by new construction. 

The process of demand response is clearest if examined 
sitepy by Step. One would expect) anwunconstrainedy rental 
Market to Tespond “to “excess idemand’ “in its Low—rental 


submarket as follows: 


= Rentsvbegqin fowmerse in ther low-r ent stock: 


= Rising rents cause some existing tenants to reconsider 
their decisions to occupy this stock. Some choose to save 


on rent by moving tovsomal Ver units Or switching tovehared 
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accommodations. Some of the relatively more affluent move 
to higher-rent units (since the gap between low-rent and 
high-rent stock has narrowed). Others choose to purchase a 
home. These changes dampen some -- though probably not all 


-- of the excess demand for the low-rent stock. 


- If the cost structure of néw rental constGwction 1s 
such that low-rent units are economically feasible to 
produce, the rise in rents and the prospect of profits 
encourages some new construction in this submarket, which 
satisfies some of its excess demand. This response is, 
however, unlikely because the cost of producing new rental 
units is generally too high to allow effective competition 
with older stock. In most of the province's major rental 
markets, neither public nor private rental-housing 
developers are currently able to produce new rental housing 
with rents comparable to those in the existing stock, unless 
they are also able to obtain large subsidies from 


governments. 


= Movie] tel y; the iris ingitrentseine thet lowerent Stock 
lead’ to an increase in demand for and,, consequently, 
increased rents in parts of the medium- and higher-rent 
stock as well. Since these markets are more likely to be 


able- to be economically. served by ;+new,-construction, 


increases #in) supply! occur, pthere. 


- Ultimately, the changes in the price/quantity demands 


of the market brought on by the initial excess demand in the 
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low-rent stock and the increased supply in the medium- and 
higher-rent stock lead to equillibEe tum, with Moher’ rents ~and 
less quantity demanded in the low-rent submarket and 
increased demand and supply in the medium- and higher-rent 


submarkets. 


The crucial element in’ this adjustment i process: Tse tire 
abril tylton® the Marke Gevomceepong (tO (excess demand by 
increasing rents. (Tf this response? does iniot —-oor cannot — 
occur, the other adjustments necessary to ™ restore 
equilibrium are unlikely unless some other form of incentive 
(such agiva Usubsidy)\ asm atu ted eto mencour ag Camicy 
construction: “huss giv en the current restraints onereme 
increases in Ontario's pre-1976 rental stock, it is not 
clear that excess demand in the low-rent submarket with a 
concurrent lack of new production is evidence of market 


failure.l2 


Rising Construction Costs and 'the Existing Stock 


Rents an the exacting vetocieare NOt Dasecd "om the "costsics 
producing thatstockss eather, in che absence’ Of constraints, 
they are generally based on what the market will bear. This 
market rent tends to be based on replacement cost -- that 
is, the cost of new “construction (less an amount to account 
for any differences Tn duality between new units and 
existing ones)xs Asa Vecul Gs rente tor existing unites may 


be higher than they need to be to provide an adequate return 
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to their owners. If so, these landlords may be obtaining a 
Windfall profit at the expense of tenants. Some analysts 
consider the presence of windfall profits or losses to be a 
Signal of market failure, though this case is not clear-cut. 

The causes of today's sharply increased costs for new 
coustruction are atleast twofolds ! Idi inflation, ands 2) 
higher real costs for new units resulting from rises in the 
real costs of land, materials, and labour and from increases 
ina bua lidinqstandarnds.o For simplicity's sake, the two are 
best examined separately. 

Inflation per se does not appear to lead to windfall 
profats for, landlords... To the,extent thatr theysandaother 
market participants expect inflation and discount it into 
their cost-revenue calculations, no market distortions 
result. Unanticipated-e infdatwon+ orcad tierentymanrket 
participants' having differing expectations of inflation is 
another matter. Landlords, like all owners of real property 
who have mortgages, have benefited from unanticipated 
inflation during the past decade. Excepting cases in which 
regulation has restrained rent increases, the money values 
Ofanthear. properties have i genemad diyinrigen lL wat hy were 
inflationary rise in replacement costs, whereas the money 
values of their loans have remained constant; thus, the real 
values of their equity have increased. 

Clearly, unanticipated inflation) mayahaye, qagen 
windfall gains to the owners of mortgaged rental properties 
(and windfall losses to the holders of their mortgages). It 


is less obvious, however, that tenants have been 
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disadvantaged. The transfer of wealth has been not from 
tenantSslto Landberds ObwH trometendersto Sobtowers. 
providing that inflation has not eroded the real values of 
tenants' incomes, there is little argument Borne t 
maintaining the real value of rents. in fact) restricting 
rent increases to less than the rate of inflation would 
confer a windfall advantage to tenants. 

Changes in the real costs of construction would also be 
reflected in a higher overall rent structure and thus may 
result in windfall gains to the landlords of existing rental 
properties. In this case, however, tenants would have been 
losers since their rents would have risen in real terms. 

Toethe Sxtento that w@ising: rents) resulting from 
unanticipated inflation and the higher real costs’ of rental 
construction ‘confer windfal®d profits on Landlords ofthe 
existing stock, it is possible to argue that. thereidis 
evidence of market failure. Any attempt to offset this 
presumed failure must, however, take account of some 


important considerations: 


- Inflation and changes in the real costs of construction 
have effects that are similar for all investments with 
significant lifespans; for example, residential and commer- 
cial buildings face the same situation. Controlling the 
rate of rent increases in residential buildings while 
leaving other types of property alone would reduce the 
attractiveness of rental housing as an investment compared 


to that of other types of property. 
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Most new rental properties must endure negative cash 
flows in their early years. Rents that increase as time 
goes on are now generally considered a prerequisite to 
project viability. So is the likelihood of capital gains. 
Increases in the values of rental property must be based on 


its capacity for increased revenue through higher rents. 


- The ground rules for lending on new rental construction 
have changed considerably since the period before high 
inflation. Short-term mortgages are much more prevalent, 
and interest rates incorporate a premium reflecting lenders' 
uncertainty about future trends in inflation. Consequently, 
landlords appear to have fewer prospects for windfall gains 
trom unanticipated inflation, In fact, there 15 a.real 
possibility of their suffering windfall losses: a landlord 
who takes out a mortgage with an interest rate that reflects 
a particular anticipated rate of inflation may incur a. drop 
im met revenues as a result of an unanticipated drop sin 


Vt ato. 


In today's markets, it is also debatable whether the 
apparent windfall profits described here are actually 
instances of market failure. Some analysts consider them 
such. Others, however, may view them as falling withip toe 
range of possibilities that induced the investor to acquire 
the property; in this view, such profits are a reasonable 


return on investment and no failure exists. In a given 
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situation today, the decision as to which argument applies 


would likely depend on when the initial investment was made. 


High Rents in Desirable Locations 


Some areas are more attractive as residential locations than 
others, and the destrability of some areas increases fas 
cities evolve. The bidding up of land values and rents in a 
relatively desirable area is often closely followed by the 
demolition of some of its older low-rent buildings to make 
way for higher-rent new ones. “This process erodes the stock 
available for lower-income tenants, who, over time, may be 
effectively excluded from living in the area. 

Diftterences in Vand Values “and rents among areas 
rer lect the Market cule tnOouUsOrsebacLoning @ SCaLCe resource 
among competing needs. Land values and rents are high in 
desirable areas because so many people wish to live there; 
all of them cannot be accommodated, so prices and rents 
rise, encouraging some to seek housing in ess desirable but 
cheaper locations. 

An assessment of whether this phenomenon constitutes 
evidence of market failure depends on one's view of the 
appropriateness of the price-rationing mechanism as a method 
of Allocating. 2 soecrat GoCcd,cUCi Fas NOuUSsING. Lt aos. voir 
illustration Of the Market's Gperating as Lt is meant “to in 
an economic sense. In social terms, however, it does have 


undesirable ramliications [Or aLrordabrility and security ‘of 
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tenure for those tenants whom ite£orces Ut vot certain 


areas. 
Long Lead Time for New Supply 


New rental housing takes a long time to plan and build in 
present-day Ontario -- a typical large project takes at 
least two years from the beginning of land assembly and 
planning to units' being ready for occupancy (construction 
alone takes an average of more than fifteen months. 
Considerable amounts of time also) go ‘into designing and 
redesigning to meet building and environment-control codes, 
intoo passing »the. municipal-approval process;,,.and, if 
necessary, obtaining re-zoning.) A supply-response period 
of this length could give landlords an opportunity to take 
advantage of excess demand by imposing excessively high rent 
increases during the period prior to the provision of new 
supply. Before deciding that this possibility constitutes 
mais /fadduiver thativwoudds justify intenvertronisim the 
market, it is necessary to consider why this situation can 
occur and whether any means exist for directly countering 
the’ delays that ‘cause? it: 

Since most rental markets in Ontario are characterized 
by growth, there are gavewanty buildings under construction 
that will provide a supply of new rental units whether 
demand increases or not. For example, at the end of T9883, 


Ontario had under construction a tokalpeoiml 5, >hascapar tent 
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units; although some were planned for condominium ownership, 
most were designed for rental. Investors in these 
projects have gambled that, upon completion, demand will be 
sufficient to absorb this new supply. 

Because Some Rew Units are almost “always under 
construction, a free rental market normally experiences 
excess demand only when demand increases faster than has 
been expected and outstrips the new suppd yithatassiin the 
pipeline. Then the market tightens because the long lead 
times required for construction mean additional new supply 
cannot be forthcoming for some period. 

its iS ati pOrtan tet CeenO reget hata the delayed supply- 
response can also produce the opposite situation. Demand 
may increase more slowly than expected, and sometimes pets 
acttialblyednopss Sbereomes these market signals»can begin to 
affect the supply of new rental units, the pipeline must be 
emptied. In severe cases -- such as Windsor in LOS, 
Sudbury in 1974 and 1979, and Galgaby -and/ sadmontLongiteday —— 
the result is a dramatic oversupply that causes faislkeng rent 


levels and severe losses or sometimes bankruptcies among 


rental investors. 

Clearly, improving .ehe responsiveness of supply to 
changes in demand would serve both landlords’ and tenants' 
interests, and some streamlining of procedures appears 
possible. Nonetheless, the nature of, constrmuctien is such 
that there will always be a significant time lag before 
supply can be expected to respond toOsa change ;inedemand. 


This characteristic of rental-housing markets may constitute 
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an element of market failure and justify some sort of rent- 
Stabilization program to ensure that landlords do not impose 
inordinate rent increases on tenants in the interim. (A 
Similar argument could be made for the protection of land- 
lords when demand drops or increases more slowly than 
expected). Such a rent-stabilization program must not, how- 
ev.ery, beso. .restrictive as to discournagetinewssupplhy; in 
other words, it must permit rent increases sufficient to 


allow an attractive return on investment in new rental 


buildings. 


Land-Use Controls 


Restrictions on land use limit the areas in which new rental 
development can occur. Thus, they may limit new rental 
supply and lead to increases in the price of land and in 
rents that are greater than would otherwise occur. he 
zoning may be possible in some cases, but the process can be 
lengthy and may add to costs. In addition, limits on the 
supply of land for high-density building hinder competition 
Landiiuht imate Ly.contsibute sto higher inentulevelsah byares- 
tricting the entry of new developers into the market. 
Land-use controls are a reality intoday's rental 
market. They can affect the market in much the same way as 
the restricted availability of land discussed previously, 
affecting rent levels in existing buildings by restricting 


new supply. They may also create an oligopolistic market.!4 
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Changes in controls are likely to have effects on ce 
market that are beneficial or detrimental depending on one's 
viewpoint. A relaxation in controls may lead to higher land 
pricese (and Iwindtal UNproritsetor owners) by encouraging non- 
residential uses in areas where they were previously not 
allowed. On the other hand, such a relaxation may also lead 
to an increased supply of land for rental housing and lower 
land costs (and windfall losses to existing landlords to the 
extent that these lower costs are reflected in lower rents). 
It seems clear that controls themselves represent a signifi- 
cant imperfection in the market, particularly if they result 
in a LandesuvelywinsUheirerent slomensuue COonpeLrenonsTTt 
seems equally clear that changes in these controls can lead 


tonwindtallis gains or losses. 


The Restraint of Supply by Oligopolistic Landlords 


To the extent that rental markets are monopolistic or 
ol igopollisitic=] “that is, thate theyshave onbyrone erie tew 
current or potential suppliers -- it may be possible for 
suppl ems Stor collude fisestmict supply,'vand “obtain higher 
rents than would be possible on a free market. 
OntariLolsiiiajere rental’ markets anernot monopo Preston 
oligopolies. The province's landlords are numerous and they 
include a diversity of companies and individuals who cannot 
bewséenvas generalily prone=toccel lusionay Moreover plentry 7to 


the, mentals madrcebias, 2 Mandiord tis fan, easy ~propodi ran 
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compared to entry into the market as a supplier of most 
commodities and services. In most rental markets it seems 
certain that abnormal profits on the part of existing 
landlords would stimulate new supply from entrepreneurs 
close to the industry who saw the opportunity for profit. 
Land shortages might prevent this new supply from appearing 
in the location under the most demand pressure, but it would 
be forthcoming in some part of the market. 

This open competition may not, however, exist in all of 
Ontario's rental markets, however. Some small ones, for 
example, those in small towns, may face a situation in which 
one or two landlords control all the rental units and either 
theyscontrol all ‘the ‘available suitable slandror,; few 
entrepreneurs are in the area. In such a case, there may be 
market failures din they formoofsoppertunities sforprestriction 


of supply and abnormal profits. 


Tenants Who Can Be Exploited 


Perenantis main protection, against exploitation by a 
landlord is a freely operating market in which alternative 
accommodation is available and the tenant has the option of 
moving. What restrains the landlord from imposing inordi- 
nate rent increases is not whether the tenant actually moves 
but the knowledge that he or she has the ability to do so. 
However, some tenants, such as elderly or disabled people, 


and those who have language difficulties or many children, 
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have less mobility. Even in a balanced rental market that 
has alternative rental housing appropriate to their needs, 
they may be hindered from moving because they have limited 
information, mobility problems, or difficulty assuming 
moving costs.l5 These tenants may be vulnerable to exploi- 
tation through landlords' charging them higher-than-market 
rents. 

It appears unlikely that most landlords could take 
advantage of tenants whose ability to move is restrained. 
To do so would require that tenants be classified according 
to their ability to move and that those who are relatively 
immobile be charged higher rents than those who are mobile. 
Such discrimination would be difficult in many types of 
buildings, especially large ones in which those who set the 
rents may not know tenants personally. Nonetheless, it 1s 
possible that some unscrupulous landlords find ways to in- 
stitute such a practice since it would be in their financial 
interest to do so. To the extent that this sort of discri- 
mination exists, there appears to be evidence of market 


fat lure. 

Inadequate Assessment of the Economics of New Construction 
In an inflationary environment, rents increase over time, as 
does the value of rental property. In assessing the 


economics of a new rental project, investors and financiers 


must take full account of these factors since they are a 
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major determinant of its long-term Viability. Failure to do 
so results in the calculation of initial economic rents that 
may be higher than necessary; in consequence, some proposed 
projects may not proceed, even though they would have made 
economic sense had the long-term view been taken. Tre 
result may be restrictions in the supply of new rental 
housing and ultimately higher-than-necessary rents. 

Although assessments of the financial viability of real 
estate projects do také“account of ‘the likelihood of rent 
inflation and higher property values, it is notoriously 
difficult to forecast these variables into the long-term 
future. They will vary for different market areas and for 
different types of buildings in the same market area. Also, 
the level of overall inflation will have a major impact on 
rent “increases in all market areas, but ‘Euture trends’ if 
this variable are very uncertain. 

Indeed, even in today's inflationary environment, rents 
are not guaranteed to rise. Witness Calgary and Edmonton 
where, two or three years ago, it appeared that rents would 
rise inexorably in the recently decontrolled markets; 
vacancy rates now are more than 10 per cent. Similarly, 
rental property does not always appreciate “in welwe: @ 7m the 
Oteys Oe error one o 7th em tre asl value of Péntadly’ apartmens 
buildings declined significantly between 1974 and E9S8042s 
inflation totalled 88 per cent during that period but the 
average unit price of the buildings increased by only 13 per 


cent (Smith and Tomlinson 1981). 
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Added to these uncertainties, which prevail in any 
rental market, are the difficulties faced by investors in 
rental housing in Ontario today: the: fact) that, themmlow 
réhtsPofathé| barges stockeor Kental undits subject) to ment 
review make demand for high-cost new units unstable, and the 
possibility that new units may become subject to rent review 
in future and thereby not realize the level of appreciation 
they might obtain in a free market. 

Doubtless, these uncertainties in “assessing shutuce 
prospects for ments and capital appreciation constitutesa 
form of market failure in the markets for ireal testate 
financings. Tor overcome this problem, financial institutions 
need to develop mortgage instruments and underwriting 
guidelines that will better pao videwenerlevel of financing 
necessany show. New wnentat housing sin) anduncerntaia 
inflationary environment while spreading the considerable 


risk equitably between investor and lender.1l6 

Evidence of Rental Market Failure 

The fanalysis of the preceding pages suggests the presence of 
elements of market failure in the operation of rental 
manketaewinm Ontario. mos review,, thes problems identified 


include: 


- Excess demand exists, particularly in the low-rent part 


of the market, although the lack of a supply response is not 
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clear evidence of market failure. An alternative 
explanation, consistent with the operation of a free rental 
market, is that high-cost new construction cannot always 
provide supply to all parts of the market,. particularly the 
low end. However, new units in the medium- and high-rent 
Submarkets can, through adjustments in rents for the low- 
rent stock and consequent changes in demand, satisfy excess 


demand in the low-rent submarket. 


- Windpall sainsheamraccruesto diandkoras? cikex isicing 
Properties as a result of unanticipatedsmni bationssot 
Picwecases in the real costs of construction of land. sborn 
kinds of increased costs, lead to higher rents for new units 
and raise market rents for existing ones, a situation that 


some analysts consider evidence of market failure. 


= The price-rationing mechanism for rental housing can 
LengatoiSigniticant UWnermeadsgesainamsemtssgia desirable 
locations, putting some current tenants at a disadvantage 
and excluding those with low incomes from living there. An 
assessment .of whether this. process, constitutes, smarkee 
failure depends on one's view of the appropriateness of the 
price-rationing mechanism as a means of allocating a social 


good such as housing. 


- Because producing new rental units involves long lead 
times, it is conceivable that imasttuatizonsqek extreme 
excess demand, landlords could impose Tnordinate” rent 


inereases on tenants without facing the restraining 
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influence of increased vacancies. Ina free market, this 
phenomenon would likely be temporary since new supply would 
alleviate the excess demand over time and rents would return 


to a more normal level. 


- Part of the reason for the lengthy lead times, in’ the 
production of new rental housing is the municipal regulatory 
process, which delays new construction. These delays can 
raise Costs; as cam the restrictions on the. supply cor 
suitable land that result from zoning and other regulations 


in desirable areas. 


= In some smalds mente bemamike Us, monopolistic and 
oligopolistic Fand lords, may be able to eestrict supply, 
forcing rents higher than they would. be ini a Eree:mankets 
This problem does not appear to exist in larger rental 
markets because of the number and diversity of landlords and 
of potential entrepreneurs who could produce additional 


rental housing if excess demand occurred. 


= Some tenants are relatively unable to exercise market 
choice because of immobility, RES iaee of trends in the 
rental market, Or tinabiaduty vo “attord MOVING COs eS. 
Unscrupulous landlords may exploit them by charging rents 
higher than those charged other tenants. While not likely 
to be a major problem with most landlords, such praeuices 


may occur, especially in smaller buildings. 


- Because Of wuneertainty about, inflation and), future 


market conditions, current methods of assessing the economic 
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viability of new projects may not adequately reflect their 
PEOSPeECts Tor Capital dapprecracion ata cucture were 
increases. This lack may lead to higher-than-necessary 


economic rents for these projects and thus discourages 


needed new rental investment. 


Some of these problems, such as the effects of municipal 
regulations on the supply of land for new rental housing and 
on the length of lead times for new construction can be 
characterized as resulting from government actions. Others, 
such as the use of the price-rationing mechanism to 
a@irsetribute housing, "require a “political” yudgement™ as To 
whether market failure 1s involved: °”" The tact that Capital 
appreciation and future rent increases may not be adequately 
reflected in assessments of the viability of new rental 
Droyects can. be “Labelled institucional Markee Laliluces 
Sarre. others, such as long lead times ror CONSCLUCLION, tue 
possibility of oligopoly, and the vulnerability of some 
tenants to information problems and high moving costs, are 
elements intrinsic to the rental market that may cause ul aes 6 
deviate from the competitive ideal. Regulation of rents 


offers a potential solution to some, though not al? #af 


these problems. 


RENT STABILIZATION 


Is rent stabilization through a program of rent regulation 


an appropriate means of countering the rental-market 
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Failures identified in the previous section? Any attempt to 
answer that question requires some background information. 
Consequently, this section offers a general rationale for a 
Pénk Sstabidne Abben pedi cys. Fi gocs ono describe past and 
current policies and programs that have been directed at the 
Ontario (or national) rental market and to evaluate their 


success in stabilizing rents. 


The Rationale for a Program of Rent Stabilization 


The rationale for a program of rent stabi lization is that 
the private market does not always operate in the most 
efficient and fair manner. The presumption is that one can 
design a program that will minimize or eliminate the effects 
of identified imperfections or failures in the market.l/? 
Granting this presumption, the designers of such a 


program need to ascertain: 


l. The scale of intervention required. In other words, 1S 


it necessary to replace the market entirely? 


a Assuming it is not necessary to replace the market 
entirely, whether it is possible to introduce a rent- 
stabilization scheme that will be effective at alleviating 
the designated market imperfections and does not have 
serious negative impacts on some other aspects of the 


market. 
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The previous discussion has indicated that the rental market 
can work despite some inefficiencies. It has supply and 
demand sides that interact to reach an equilibrium price- 
quantity trade-off for rental units of differing qualities 
and locations. Both supply and demand appear to be 
sensitive to changes in unit prices over the long term. The 
market failures identified do not appear to warrant the 
replacement of the market. The key then is to design a 
program to deal with its imperfections while ensuring the 
maintenance of its essential elements. Without due regard 
for these essential elements and for the overall efficiency 
of the market itself, the solutions may turn out to be more 


costly than the problems. 


Past and Current Rental Housing Policies and Programs 


In the past, as at present, Ontario's rental-housing markets 
have experienced a variety of government interventions, 
ranging from subsidies for private construction to rent 
regulation. It is instructive to examine their success at 
stabilizing rents, even though that was not the primary goal 
of some of them. 

In making these assessments, it is important to realize 
that although the specific programs reviewed here are those 
that have been in place during the past decade, government 
housing programs of one sort OF another have existed for a 


long time.18 thus, the market before the installation of, 
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say, the rent-review program cannot be characterized as 


having been a competitive market without any intervention. 


Private Rental Subsidy Programs 


The past decade has seen a number of subsidy programs aimed 
at stimulating private rental construction in Canadaras a 
whole «and an O@ntaeilo specificallys They were designed 0 
make investment in private rental construction a viable 
economic proposition by providing subsidies to bridge the 
gap that exists in most markets between market rents and the 


economic rents on new buildings. These programs included: 


= The Multiple Unit Residential Building (MURB) prOVIStoOn 
of the Income Tax Act, which provided a CCA (depreciation) 
tax shelter for individual investors in new rental buildings 
started within designated periods between late 1974 and 
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- The Assisted, Rental Program (ARP), which provided 
annual subsidies in 1975 and interest-free loans in 1976 to 
1978 to rental developers. ARP assistance was gradually 
reduced over the first ten years of a new rental project's 
operatsnone Jian tne eetst approved underrARP in Oy >o7*rent 
increases were constrained to the amount of the drop in 
assiistances pluss‘any anereases Gin toperating costs; buurthese 


restrictions were removed in 1976. 
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The Ontario Rental Construction Loan Program (ORCL), 
which provided interest-free second mortgages to developers 
of rental properties. Initiated by the Ontario government 
in 1981, it was used by many developers to piggyback onto 
MURB» projects. As part of the program, a developer had to 
agree; to offer up (to 20 per cent. of: the units "in; the, proyect 
for rent-supplement assistance to income-tested households. 

se The Canada Rental Supply Plan (CRSP), which provided 
interest-free loans to developers of rental properties after 
the abolition of MURB at the end of 1981. Like ORCL subsi- 
dies, the size of the loans varied by project; however, CRSP 
assistance was not available to MURB projects. CRSP loans 
were available in 1982 and 19832 limited funds have been 


allocated. for 1984. 


The explicit purpose of these programs was not to stabilize 
rents but to stimulate new rental supply to overcome the 
tight rental markets that prevailed in most centres in 
Ontario and Canada. At this they were successful, though at 
bighycosts jin sterms! of the subsidies required. 0 7A consider- 
able number of units were subsidized; for example, MURB 
certificates were issued for more than 380,000 units 
throughout Canada in the 1975-81 period. 

As for stabilizing rents, the subsidy programs had 
mixed results. The increased supply of rental accommodation 
helped to relieve the pressure on rental markets to some 


exice nc. However, these programs were only temporary 
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expedients, and any rent stabilization they may have 
achieved will be quickly eroded as rental markets tighten 
again because of a lack of new private rental construction 
during the next few years. 

Moreover, although these programs were designed to 
albowdevelopers toloffermew rental units aterentsr tower 
than would otherwise have been possible, they had an unfor- 
tlinate Megat iveerea ture: they encouraged developers to 
inf latemtheir costs/ “ati Veasti ‘on paper.  /MURBeMbeneimttewere 
rebated? tolithe .amolint of esolt costs iiand? depréechationuyor 
capital that investors could write off against income from 
other Sourcess==wthet Wargersthe’ costs p ther Vargermehoitax 
write-off. As Gau and Wicks (1982) argue, at least some of 
the subsidy/tax-shelter benefit of the MURB program appears 
to have been capitalized in the value of land by developers 
andi:thus not reflected: in’ lower economic rents: - In “therARP, 
CRSP, and “ORCL programs,: the amount of ‘subsidy depended on 
the gap between a project's economic rent (based on costs) 
and its market rents -- the higher the economic rent, the 
higher the aneun@oftassictance. “Tietextent toheeherreal 
cost increases that resulted from this encouragement to 
maximize Wpaperm costs ais inc bear. = However, s 1t %appearse to 
have been part of the reason for the significant increase in 
economic rents during the past decade. 

Thus, while it can be argued that the private rental 
subsidy programs helped to stabilize rents by providing new 


supply -toy rebieve-extremely tight markets, it’ also appears 
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that their benefits in this regard were temporary. The full 
value of the subsidy was not likely reflected in the rents 
for the projects created, and since these projects are 
generally uncontrolled, their rents can be expected to rise 
LMatioht markets. ini thelpfubures To be effective at 
stabilizing rents, such programs would need to be continued 
for wan). indefinite, period, .<in order. to) maintaidneva steady 


supply of new rental units. 


Nonprofit and Co-operative Housing Program 


The federal government's current nonprofit and co-operative 
housing program is the only significant program providing 
additional’ rental ‘housing: in'ontario todayll9 ooltiaite 
intended to provide affordable housing to a mix of needy and 
non-needy tenants who live in nonprofit and co-operative 
projects. The government subsidizes rents by providing an 
etftectiv aanherest inate,of only .2.perscentionpan, loan pp ito 
thier-iagclecapi tal «costof; thes preject.sy Partiofathismsubsidy 
must go towards providing rental accommodation to income- 
tested tenants, but a large proportion is used to allow the 
majority of the units to be rented to others at below-market 
rents. 

During the past few years, units financed under this 
program have accounted for an increasing share of Ontario's 
rental starts, partly because of an increase in the number 


of nonprofit and co-operative housing projects and partly 
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because of the decline in private rental construction in the 
province. 

This program*has -stabilized réents*for tenants! in-the 
subsidized projects. Rents in the projects, although not 
controlled, are usually maintained at below-market levels. 
For the general rental market, however, this program has not 
done much to stabilize rents. Because nonprofit and co- 
operative projects chargesbelowamarrem rene ta al, there 
tenants, they generally have waiting lists, so they are not 
competitive with private rental projects iny the normal 
sense. It is unlikely that these projects have had a signi- 
ficant impact on rental markets except those in small towns, 
where they may make up a large proportion of the new rental 
stock. 

Unless the number of units financed under the nonprofit 
and co-operative housing program is increased so signifi- 
cantlyfthateitabecones; ineeLrect the Main source of rental 
housing, its: effect on the market’ is not likely to be large. 
Most Ontario markets have excess demand at the low-rent 
levels: ‘these subsidized “pro jectsesop up part iof \this’ “excess 
demand wbuteby) nowmeans fald sO mito. As. KongGas saiyiexcess 
demand* remains “toe the private: market, —prevaidjing rents 
there, unless constrained by some other method, will tend to 


reflect the economic rents of new projects. 
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Public Housing 


Public housing provides government-sponsored rent-geared-to- 
income units for needy families and individuals. A 
considerable number of public housing projects were built in 
Ontario in the 1960s and 1970s, but none are being planned 
Or built at present. The program has been replaced by the 
nonprofit and co-operative housing program already reviewed. 

Since the stock of public housing is limited and since 
lengthy waiting lists exist for such accommodations in most 
centres, the effect of these projects on overall rent levels 
is minimal. Rents are kept low for most tenants of public 
housing, but the program is not and was never intended to be 
an effective tool for stabilizing rents in the overall 


market. 


Rent Control 


The current rent-control program in Ontario has effectively 
divided the private rental stock in most major markets into 
two segments: thes controhbled* sector; ‘in which >orental 
bwi laos ane subtjiect: to “rent regoleti ony > ara ithe 
uncontrolled sector, in which landlords can charge whatever 
the market will bear. 

By constraining rent increases in the controlled stock 
to 6 per cent (unless a landlord can prove greater increases 


in costs), the rent-control program has tended to stabilize 
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rents in this stock. Reliable data on the amount by which 
they have been held below competitive rents 2s not 
available, but it seems clear that, in most Ontario markets, 
rents for the controlled stock are well below the level they 
would have attained had the market been allowed to operate 
freely i¢seeiSmithsandyTomildnson 98-407 idoe€ heanky iean 
even «more restrictiv esiprograma (for example; “ones that 
permitted no increases of more than 6 per cent regardless of 
landlord's costs) could have been even more successful in 
this regard. 

Adithomgh isucee sisiitbsi nats babii lz iivganenes aineeneS 
controiwbleéed, existing! stock,) rentécontrom ehasthadi seyemat 
negative results that must be considered in evaluating the 
ie een overall performance: 
= By constraining revenue from a selected portion of the 
rental stock, rent control hasvconstrained the retuen on 
investment for a particular type of investor. Tt has also 
established a precedent that makes potential investors wary 


Of rental projects: 


- As designed, the program appears to encourage landlords 
to reduce their expenditures on maintenance in an effort to 
NMinimize,costssandathirsitrysto avoid the, dength y~andsoften 
aqifficult process. of applying, for ancreases [ftrhnorehyigent 
review. They, etiects? off thrsadesiogndonttherquaiatyeands the 


life of the rental stock need further investigation. 


ao) 


By restricting rent increases in the larger part of the 
rental stock, the program has had a severe impact on the 
private rental market's ability and willingness to respond 


to excess demand with the construction of new rental units. 


Ehe last point is the one that is, of most importance sfor 
Mesr report,» sonit bs; worth examining, inasome detail. 
Ironically, when the government of Ontario imposed rent 
controls, it deliberately did not apply them to units built 
after 1975 because it wished to encourage new investment in 
wental buildings and .to ensure that» the private rental 
market could continue to operate in the traditional manner. 
The theory was that since rents in these buildings were not 
controlled, new rental construction would not be affected. 
Moreover, the program itself was intended to be temporary. 
In fact, almost ten years later, the program is still 
irmkace andereturns.on new) projects are sti bhisaftected by 
the rent-regulation process. New projects have to operate 
in a market in which the prevailing rents are relatively 


low, and doing so affects profitability in several ways: 


ie: The relatively low rents in the large stock of 
controlled buildings establish a market-rent level that is 
well below the level of economic rents on new buildings; 
this situation leads to market resistance to new rental 


buildings. 


oA 


Lup The demand for new units is relatively unstable. Given 
the wide difference in rent levels between new uncontrolled 
units and the large controlled stock, many tenants, regard 
living in new units as a stop-gap measure until a cheaper 


controlled unit becomes available. 


3 The gap between the controlled and the uncontrolled 
submarkets tends to dampen the process of upgrading by 
tenants, which Wseane innate pare Of the ‘rental-housing 
market and which normally creates an important part of the 
demand £or new remtal’ housings Insan unfettered Marker, 
newly formed households tend to rent older and cheaper 
accommodations. The former occupants, having climbed up the 
economic ladder, tend to move into a higher-quality, newer 
rental unit} 1h theysdo not purchace av™home. The existence 
of rent controls encourages these more affluent households 


to remain in their controlled lower-rent units. 


4. Eivienial fa wnew. pen tal sproject.can be. expected. to 
generate, aiwabtractive nace Of return gin ethics digi teul 
market, investors are still wary because of the possibility 
that controls may be extended to cover the newer rented 
Shocks Such an extension could negate the delicate 
economics of a new rental project by restraining the level 


of rents expected in the future. 


Ln soriet , Ubheaseackh “chats themcurnenty,rent—heq har on soroceae 


applies to only a portion of the rental stock does not mean 


SP 


that the uncontrolled portion is unaffected. One might 
argue that the demand that cannot be accommodated in the 
controlled stock is forced onto the uncontrolled market, 
despitedthe significantrdifferential sin wen te ,~cdhd that) 
Dherefore,,) this stock is’ not affected by rent, control, 
Howeveby;, osuch-'tan analysis) ignores the, fact sthat.)rent 
payments are a Significant proportion of a tenant's income, 
so it is logical to expect some tenants to seek to vacate 
the higher-rent new stock if controlled units become avail- 
able. Even if a vacating tenant is immediately replaced by 
another tenant (which does not always occur, even in a tight 
market), landlords still have to face turnover costs. 
Granted that new rental investment in Ontario would 
probably have declined in recent years, even in the absence 
of rent control, because of less favourable demographics and 
high anterést ‘rates, among Other factors. However, ?tyis 
difficult to conclude, as some analysts have, that the rent- 
control program has not had a significant negative impact on 
the supply of new rental accommodation.29 According to 


vacancy statistics, demand remains strong. 


RENT REGULATION AND RENTAL MARKET FAILURE 


The preceding discussion of the effects’ of “the current 
system of rent regulation makes it possible to discuss the 
appropriateness of a rent-regulation program for offsetting 


the types of rental-market failure previously identified. 
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Strategies ~for) .deabing: with),each) soi they prop lemsy are 
offered, but the emphasis is on what rent regulation can and 


cannotmdo., 


- Rent regulation could not stimulate new rental supply. 


Whether the Lack of new vental production 1h they low-rene 
market constitutes market failure is open to question -- our 
Own assessment is that it does not. Yet even if market 
failure 1s -invol ved rt slcavery. Unbikely that avcase canbe 
made for instituting a program of rent regulation as a means 
Of providing needed few supply. By Sestralni ng ere 
increases, such a program can maintain low rents-in the 
existing rental stock, =but“there ts no rational reasonete 


expect it to encourage new supply. 


= Rent. regulation could restrain windtaldsigains;s but ons y 
at.a SignLilean tl cost. ton thesmarket. As PIGOG CaM, Oty iene 
regulation could certainly be Hee aneaneS limit the windfall 
gains that the owners of rental property receive as a result 
of unanticipated inflation or increases in the real costs of 
construction or Landay However, isuchyvansfapproach presents 
several serious problems. One» Usrtthat. jwestrretion soe 
returns on rental properties alone would tend to make 
alternative investments, such as commercial developments, 
relatively more attractive unless similar restrictions were 
placed on all similar types of investments. 

Another problem. lsHehow | -bo. separate. anihicippated 


inflation. from unanticipated: inflation... Analyses of rental 
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investments today require specific assumptions about future 
inflation since that will have a heavy impact on the 
ultimate viability of the project. A regulatory system that 
attempted to remove windfalls resulting from unanticipated 
inflation would need to reflect the specific assumptions on 
which the project was initially based. Also, there would be 
the question of what to do if inflation (and hence capital 
appreciation) proved ‘lower’ than expected. Would higher 
rents then be.~imposed on the tenants to ensure a proper 
Returir co the investor?” Tt so, how could-one-ensure-that 
the tenants would not move to less expensive accommodation? 
The final question is the serious one of whether such 
an approach would be consistent with the operation of a 
market. Rees LOL air Properties “would” Teed co pe 
administered, in relation to initial costs, and they would 
not be responsive to changes in demand. Such a system might 
be able to operate as long as demand at least equalled 
Supply "ana Vand lords ‘could be ‘assured of “tenants; “however, 
any further drop in demand would leave the relatively more 


expensive units prone to high vacancies. 


In brief, rent regulation may appear an attractive way 
of ensuring that both tenants and landlords pay and receive 
amounts consistent with the costs and expectations about 
inflation at the time the investment was made; in reality, 
however, the administration and the operation of such a 


system would present severe problems. 


yO 


Recall, however, that windfall gains are not restricted 
to rental investment. An alternative means Of lofifisetting 
such. gains would be a tax on all capitalgqains above a given 
level. .THis is nNotsthe forum fon discussing the sores and 
cons Of Such 4 tax, Due gic abueats. - Omi Cr. 2 beat et 
potential solution j,to ‘the problem, than attempting, uo 


regulate the returns on one specific type of investment. 


~- Rent regulation could offset price Katbionings s negative 


effects on some tenants. Low-income tenants tend to become 
excluded from particularly desirable areas, because, the rents 
there are driven Up by price wationing , thesnarker s 
mechanism for distributing, a Sscance good. JAge, these pigner. 
than-normal increases in rents a case of market failure? 
The answer depends on whether one regards price rationing as 
appropriate in the distribution of social goods, such as 
housing. bi, it dis>inaporopriate, “the, question wismiwiat 
method» showld .\be. used to, ration particularly wdesirwabp ke 
rental housing, for which demand is greater than supply. 

Regulation of all rents cannot assist.in tha syreqande 
it.could help Low-income tenants to compete but; an, the 
absence of another rationing system, it would only result in 
waiting lists for particularly desirable accommodation. 

A compromise. solution might ve wtosreguilaties, genit 
increases to average market levels for low-income tenants 
who currently reside in projects. Such a limited system 
would protect those whom rising rents might force to move 


Out Of a; particularily desivan le areca, (but Le, would probably 
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not unduly affect the market's price rationing mechanism for 


other tenants. 


Rent regulation could limit the negative impact of long 


lead _times_on new construction. To the extent that 
landlords can take advantage of temporary shortages of 
rental accommodation to impose rent increases above the 
normal competitive level, some method of protecting tenants 
may be appropriate (though an equal case could be made for 
peote ching  kandlLords,inesbhe: opposites situationm).- \aithis 
impontant, however, that the protection, be structured in 
such away as. to avoid interferingwith the provision of the 
new supply. If the rent increases are constrained below the 
level that stimulates new supply, there is danger that the 
supply mechanism will not operate properly and the needed 
new, supply will not .be forthcoming. Therefore, the intent 
must not be to suppress general market rents but only to 
curb excessive increases during the period when supply is 
temporarily suppressed. 

The problem is how to design a program that allows 
Pe ieeie rent increases. It is very difficult to forecast 
market levels of rent into the future with any degree of 
puecisien, especially, for the rental market as a whole. 
Simp lhe,measures, such as the rate of increase in the 
Consumer Price Index, have little to do with the costs of 


new construction and the rate of increase in economic rents 


on wiewhbentalh.properties, particularly those in the most 
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desirable locations, which may be experiencing above-average 
increases in land prices. Thus, the program would have to 
be’ carefully designed: to allow rates of Tene einer easc. 
consistent with what is happening to costs in the rental 
market at a given time. 

Such a design need not, however, be extremely complex 
since a system that is fair to tenants but still allows the 
market to determine the proper level of rents does not have 
to YTégubate fall cents "stricely. F pesigners ecountd establish 
some base Teved! of! alt owab Be increase (possibly "a "brxed 
number of percentage points above the rate of inflation), 
with all increases above that level subject to some form of 
Ar bTtCAtLOn! Dy “OfEtei ails ‘conversant’ with the waver: 
Restricting rent "inereases for-‘current’ tenants “to onee*cacn 
year “mignt' “also: hewp. Vacant>unres;, however? “shod 
probably Not be™Msubjech toPrestrretions? “doing sor eouwd 
require a level of policing and bureaucracy that seems 
inconsistent With an intentron of maimtaining a tree Markee 
to the extent possible while not disadvantaging existing 


Cenames: 


- Rent: "regulation Vcannot properly “address “delays: “and 


higher costs caused by municipal regulations. Of “the *mhany 


factors’ involved in the long lead time now required for new 
rental construction, a major one is the duration of actual 
construction. Although new methods of increasing worker 


productivity and new technology may provide reductions in 
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the future, it probably cannot be streamlined to any great 
extentoan «the» short, term, 

Another cause of slow supply response is del ays cto 
construction caused by the regulatory and approval process 
and by zoning restrictions, which can also lead to increased 
costs for new esr oil units that will be reflected in higher 
rents. 

Some of these factors may be more flexible than 
construction times!) Por lexample,va criticalptacter inthe 
duration of the design stage is the number of criteria that 
a new project must meet. StrLagent DuUlbding. scodes:, 
standards of structure design, and environmental controls 
all require time-consuming negotiations and redesign to 
compl ys jwwosth (regulations. Although the maintenance of 
certain standards is clearly desirable, excessive regulation 
can contribute to unnecessary delays. 

Sinutaniypethestimemequired Dor the municipal-approval 
procéssiiswinfituencedibyemany factors, including the size 
and competence of the municipal staff in relation to the 
volume of applications on hand, the number and degree of 
flexibility of criteria that plans must meet, the degree of 
Support or opposition for the project within the existing 
community, and the completeness and accuracy Of! “the 
submission itself. Added delay arises when a developer must 
apply for re-zoning. Any variations in these factors could 
significantly alter the time involved in the review process. 

Although this problem is undoubtedly related to the 


operation of the rental market, it does not appear to be one 
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that can be solved bya. Pentvereg y Lakrion: HOWeVier ; 
streamlining the whole municipal-review process would 
probably benefit the operation of the rental market, and, as 
long®asait didhndtecompromisestherintent yor hele regulations, 
would likely be welcomed by most participants in the market. 
The question of whether all the: regulations» and restrictive 
zonings that. exist in most municipalities -are necessary ms 
beyond the scope of this study: however, there is clearly a 
need for some regulation, so some delays in this regard seem 


inevitable. 


- New sources of supply, not rent regulation, Pare the 
best answer to monopolies and oligopolies. The sbtvaGeou 


of, on li wastewnmliand bordsivconetro lL Vingyitheprentad nvaik crams 
not prevalent in most centres in Ontario today. Ive arias, 
however, occur in some smaller locahbirties where there are no 
local entrepreneurs or no suitably zoned land available. 

Establishing a rent-regulation system to deal with this 
problem would attack the symptom, not the cause. A far more 
effective response would be the provision of additional 
solrcesrofisupp! y. JaMunicipalitidsseouldtachieveithis tend iby 
ensuring stheryproper eoningrod enough) and) toma) 1 owpotier 
panticrpants <intorythe market; by promoting, them ocalijghyks 
rental prospects to developers in neighbouring areas, or, if 
no ipravateventrepreneur tseavarbable; bywestablishing) ia 
nonprofit corporation to develop rental housing. 

Théed. lasts Option os *partieudaniy .atesgactive fatepredent 


because of the current federal program that provides 
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nonprofit developers with subsidies to write down their 
interest rates to 2 per cent. It seems improbable that this 
program will continue indefinitely in its present form; 
however, a market in which a monopoly or oligopoly is truly 
restricting supply and charging rents above competitive 
market levels. could likely be,economically.served by a 
bowpbotrit. bousing deve lopment.that.~used.unsubsadi zed 


mortgage. funds. 


i Information and assistance could protect less mobile 
tenants better than rent regulation could. BOT see 7.4aS.0 
Mapowrty of tenants, a competitive rental market in which 
alternative accommodation is available provides protection 
against inordinate rents. However, some tenants, because of 
age, disability, or other disadvantages, may not be aware Or 
Bintes to take advantage Of the option of moving) to another 
dwelling; some landlords may take advantage of this relative 
immobility and charge them rents higher than those charged 
other tenants. 

A rent-regulation system could address this problem, 
but the value of -its doing so,must. be weighed against its 
costs in terms of the bureaucracy and other inefficiencies 
Be WwouLl d. .cheate. An alternative approach would be to 
increase the market information available to.such tenants 
and perhaps to provide assistance to those who need to move 
to alternative accommodations. Both the information and the 


assistance could likely be provided through existing social 
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agencies, which, in Many cases, are *probably In segalrar 


contact with these tenants. 


= Rent’ regulation VS parc of the prop lem. Ob tiededuave 
account being taken ob viuture rent Imcteaces aud | coputal, 
appreciation Il dsses 0 lng, New velcal seo) ccus. Prediccingd 
likely rent rises and capital appreciation on a new rental 
project dis. difiieult an ftoday (ss “uncevec nm Ura. ig ¢4S 
existence Of rent control “and the possioulaty Oteeres 
extension to the newer stock make these predictions more 
perplexing than -they would-be 1f- investors—and —lenders- had 
to contend with only the market and likely inflation Tevels. 
Investors would have a greater degree of certainty about the 
Viabrlity Of "New projects i tiiey were assured tiae “tucure 
rents would be determined by the market, rather than imposed 
by ‘requ lacLlon. 

Ns for’ tie peeviston on financiar Mis Creme n es tie 
would better reflect the requirements of rental-housing 
investment, a recent Study concluded that two areas need 
further effort: 

a) research tnmto- and education of the financing, 

investment and developer/builder sectors with 

respect to i) optimal design of market oriented 

loan instruments and ii) hedging alternatives 

availabe ay Opvlona and Lutunbe Marvets,* ana” bp) 

introduction of hedging devices or facilities: such 

as mortgage rate insurance which appear to require 

gGOVernNmMment BNnitlatives because. of the nature’ of 


risks, CCOnoOmLes’ Of, sca .Vve Of =the costo cr 
information. (Jones 193637555) 
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Conclusion 


Rent regulation, it appears,sis not the most appropriate 


means of addressing the rental-market problems identified in 


this ustudy.) sabthough! it doeseofferpaypotential sodution in 


some cases. However, as this study has stressed throughout, 


limes Sscentia!)) cthakt! the.design jof,anyyprogram,of. rent 
regulation--ensure that,.it addresses only the problems 


intended and that other aspects of the rental market do not 


suffer side effects that make the cure worse than the 


disease. 
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APPENDIX 


The Demand for Rental Housing in Ontario 


Thi P99 , Onear i had Vlmostelel Minstlrenssengervenousenoide. 
Dir rirg. "che 1981-86 Periods” “Lt Ls) pro Jected? thaverenter 
growth in Ontario will average 15,000 to 20,000 households 
annually. The characteristics of ‘the province *srréenter 


households in 1981 are briefly examined here to provide some 


background on the nature of the demand for rental housing. 
Types of Renter Households 


Alb types of (households choose “to sLentG: vaccommodatien, 
overall) “however, Ontario s renter’ hows eno hdsiionaw 
SIiQNLEl Cant ditterences im compost tion compared sto owner 
households (see Figure l). Non-family households (defined 
by Statistics Canada as those composed of either one person 


or two or more unrelated persons) account for a much larger 


proportion “of renter households than of Owner “housenolds:=- 
44 per Gent ofr ald renterjnouscholdsiy ersus 3 percent of 
all owner households. 

Husband-and-wife families, with and without children, 
make up a proportion of renter households that is sizeable 
but much, Less signa ri cantethan, Ws the tcasce tlorr: owner 
households. Partircudarly notrceable is the difference for 
"conventional" families: Of a husband, a wite, and children; 


they account for 54 per cemtiot owner touseholds but only 22 
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FIGURE 1: Renter and Owner Households by Type, 


Orcartoy, Lyor 
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permceneysot the renter households. On the other hand, lone- 
parent and "other" types of households form a proportion of 
renter households that is relatively small but larger than 
their proportion of owner households. Thus, households with 
mo. Chal dven.are-a lLarger-proportion of»renter households 
than of owner households. Children were present in 62 per 
Panto a lknownerm households» in Ontario, in1s1981 but in only 
34 per cent of all renter households. 

As shown in Figure 2, almost half (47 per Cente) (ot mal 
renter households are headed by a person less than thirty- 
five years old. Thirty-five per cent have household heads 
aged thirty-five to sixty-four years. Fewer than 20° per 


cent have a household head aged sixty-five or more. This 
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FIGURE 2: Renter Households by Type and Age of Head, 
Ontario; 220 


MM Heads aged less than 35 years 
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ZZ) Heads aged 65+ years 
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distribution constrasts with that of owner households; only 
al per cent Of Owners are less than thirty-five years ody 


but 62 per cent are agedithirty—-tive «Oo sixty-four. lake 


renter households, owner households have fewer than 20 per 
cent of their heads aged sixty-five or more. 

These differences between the types and age structures 
of renter and “owner households, reflect ‘the pronounced 


lifecycle tendency among households to either own or rent: 


The relatively high proportion of renter households 


with a younger head is indicative of the fact that most 
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unmarried people initially rent a dwelling and many young 
couples rent before purchasing their first home. In many 
cases, the preference for renting, rather than owning, among 
“ire woung results from problems of- affordability or the 


necessity COlysaving for a down payment on a home. In 


others, the reasons are lifestyle considerations. 


Households with heads in the thirty-five-to-sixty-four 
age group are more likely to own; the proportion of owners 
rises £0 more than 75 per cent for households with heads 
abopiwnea tty! yearsaror age. fiomappears. that’ a large 
proportion of the households in these middle-age groups who 


rent do so because they simply cannot afford to own. 


- THe Proportionsof renter households. increases as the 
age=or- thewhead "passes fifty-Pbve:. In many cases, this 
phenomenon reflects the smaller accommodation needs of 
families whose children have left home or in which one of 
the spouses had died. The availability of more-suitable 
(often subsidized) rental accommodation may also induce some 
older people to move into it. In some cases, the lower 
incomes associated with age may cause some owners to sell, 


realize their equity, and move into rental housing. 
Renter Household Incomes 


The fact that the own-rent tenure choice 1s partly 
influenced by lifecycle tendencies should not cloud the fact 


that many households rent because they cannot afford to own. 
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FIGURE 3: Median Incomes of Households by Type, 
Oritario97s L986 
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SOURCE: 198i ¥CensiistioE Canada 


As shown in Piguves3, the inceomes Of renter households are 
generally lower than those of owners. The 1980 median 
income for non-farm renter households in Ontario was 


Dal Sp Ue The “comparable Ligure ior all” households = =n 


Ontario, including both renters and owners, was $22,600. 

To some extent, this lower median income among renters 
can be explained by the high proportion of non-family house- 
holds in rental accommodation “since non-family”* households 
tend to have relatively low incomes. As Figure 3 shows, the 
median income for non=fLamily households in Ontario in 19380 


was virtually the same for both renter and total households. 
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As Figure 3 also shows, family households in rental 


accommodations tend to have much lower incomes than family 


households who are owners (though the former's incomes 


average well above those of non-family households). 


L930; 


In 
the median income for renter family households in 
Ontario was $19,200, well below the $26,100 median income 
for all. family households. The relatively lower incomes 
among family renter households compared to owner households 
LS Consistent iwithl thei previously noted. porht that many 
households rent because they cannot afford to own. 

Marcomesy anmomg, bothmtamiky andynon=-fCamily renter 
households are widely distributed (see Figure 4). Forty- 
three per cent of all non-family renter households had 1980 
imcomes_ofe less .thane S10,000,.whileée, ondy)L2ppericent had 
incomes above $25,000. Almost one-third of the renter 


family households had 1980 incomes of $25,000 or more while 


21 péerscent® had incomes’ of less than S46 ,; 0005 


Affordability 


Dhewm aveinvab bes data suggest) that jalbthough: most renter 
households have little difficulty affording their current 
accommodations, a significant minority must devote a very 
high proportion of their income to rent payments. Exactly 
how many households fall into this category is open to 
debate. One problem here is setting an appropriate 
rent/income ratio. Various analysts place the cut-off point 


Esom2 0ttboes5 epenrcent. 
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FIGURE 4: Income Distribution of Renter Households, 
OUvaLr lO, LGU 


mm Non-Family Households * 
CJ Family Households* 


40 


GeO: OAD ol gu 





<5,000 5,000- 10,000- 15,000- 20,000- 25,000=-35,000+ 
999 S14 999 Io 99924999 Saas 


Dollars 
* Non-farm renter households 


SOURCE: LoS il Census of Canada 


DIEPernenc data setorand ditieren® waya Of jana tanne 


data also produce different results. Information fErom > the 


1978 Statistics Canada Howsehold Income, Facilities ana 
Equipment! (HIERVemicrodata file on tWenters households anh 
Ontario. Mmotam Peceipiliof direct subsidtesiwindicates that 
most cam apford /thetsascunsent accommodations [68 Comparing 
LD Ashe Men Cs w Una cones BONO Bethan half these 
households paid bess’ tham 20hpenscent ofmasthein income in 
rent;,) assshowm unl Pagquye (54 .ehowevier; fLore2siaper cent of 


them, 1978 rents amounted to more than 30 per cent of 1977 


incomes. 
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FIGURE 5: Unsubsidized Renter Households by Rent/Income 


hoele, OnLario, 1976 
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SOURCE: J. Miron, "The AfEordability of Rental Housing in 
Ontario: Empirical Findings" as quoted in Ontario Ministry 
of Municipal Affairs and Housing (1982) 


The 1981 census showed a somewhat higher figure for 
Ontario households paying more than 30 per cent of their 
income in rent (28.8 per cent of all renter households). 
One reason for the difference is that the HIFE data relates 
only to unsubsidized renter households. Another Ae, that 
both data sets use the current year's rent and the previous 
year's income, a methodology that tend stonoy exmsitates the 
number of problems poheene lena. 

Canada Mortgage and Housing Corporation. (CMHC) “has 
developed estimates of "core housing need" among renters; 


these estimates, although based on HIFE data for 1980, 


appear to be a more reliable indicator of renters' problems 


Wa 


with affordability than either of the, other sources noted 
here, partly because CMHC adjusted the data so that income 
and: rent trauces peterred cto the sane year .-= Cues 
estimates. that lys8 per centnor al Onbaria, renee. 
households cannot afford adequate accommodation without 
spending more than. 30 per ceniesoe themr income on enc 
(L983 ea) 

However, regardless of whienviigures ane) used; it Bs 
clear thatya SVvgonieicant, proposition. of renter houseno las 
cannot afford adequate accommodation on the market, but that 
Nosy dO NOw@eNaMe (OTEriGivety Meeting Tene payments e tors fieir 


accommodations. 


Thess upply eon henta. HoOuUstnOmin Ontanle 


The supply of rental housing comprises the stock of existing 
rental units of all types plus» incremental additions. tome 
stock each year as a result of the completion of new rental 


UnLtS (ress any Vosses to’) the stock from demo] ttions nd 


conversions of tenure). The characteristics of the rental 
SLOCK and TES vOWners arevor considerable importance torrie 


operation of the market. 


Types of Rental Stock 


As shown in Figure 6, two-thirds of Ontario's occupied 


rental stock in i198) was apartments, most of ‘themein 
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FIGURE 6: Occupied Rental Stock by Dwelling Type, 
Ontarioy +1 Ist 
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SOURCE: 1981 Census. of ,Canada 


highrise buildings. Single-detached units made up another 
15 per cent; the remainder comprised semi-detached, duplex, 
row, and other types of units. 

As demonstrated in Figure 7, apartments have accounted 
earnest icofwthe additions to, (Ontariolserentalb stock in 
recenteyears. «In 1981, «they made-up almost SO ser cent-of 
occupied rental stock that had been completed in each of the 
previous two decades. In comparison, apartments were a much 
smaller proportion of the occupied rental stock completed 
before 1961. 

Apartments are an even more important component of the 
new rental supply than these figures suggest. There appears 


to have been a switch away from rental tenure in some parts 


Ve 


MIGURE 7: Occupied Rental Dwellings by Type and 
Year wba Ontario, bo door 


ae 40 


Ges) DEO sO S20 





Apart-  Apart- Single- Semi- Row Other 
ment 5+ ment 5 Detached Det. and 
stonies Stories, Houses Duplex 


SOURCE: 1981 Census of Canada 


of the existing non-apartment housing stock in recent years. 


BECOME hoe! 98 lt Teor 6 xampilre.ot hestotat occupied rental 


stock in Ontario increased: by’ 2657000 Minit sen THe@tnumber of 


rental» apartments, completed! and occupred during the same 


decade» totalled 262,000. <In Other. words, apartments filled 
Wa ti edeltyajaltyotmuhemiet.inérease wiiedamana@iar aonb 
accommodation during the 1970s. The number of other types 
of rental units built during: the same period was ‘sufficient 


only to offset the losses to the existing stock from demoli- 


tions and changes in tenure away from rental. 
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FIGURE 8: Occupied Rental Stock by Area, 
Ontario, 196. 
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SOURCE: 1981 Census of Canada 


Location of Rental Housing 


The Vast "majouity of Ontario's occupied rental units are 
located in urban areas (see Figure 8). Forty-two per cent 
of the stock is located in the Toronto Census Metropolitan 
Area alone, and the ten Ontario CMAs together account for 75 
per cent of it.23 Another 18 per cent is in smaller centres 
ieee, OO0RtOr lO 0;O00people. ~G@nly 7 per cent is in rural 
parts’ of the province. 

Tar contrast,; large urban areas account for aismal ber 
PrOpoOmmuron eLlOntarrols Ownership housing, and. 22 per cent 
Oi as! located Gin! the rural parts of the province. “The 


moron tor CMAT accounts ‘for a much lower proportion (31 per 


jes) 


cént) of the owner=occupied ~stock.sthanm acpihe case for 


rental housing. 


Ownership of the Rental Stock 


Privately owned buildings make up most of Ontario's rental 
HOUSUNGs Stock. Unpublished information compiled by the 
Mintstry of MinicipawmmAtiairs and Housing andicates thet 
public housing and co-operative and nonprofit housing in 
Ontario totaled l427000Uunits an -early 1984.4 Comparable 
hirgures for tie privately ownedistock are not’ available; 
however, by combining the 1981 census figures on the occu- 
pied rental stock with estimates of rental units completed 
since the census, we Canicalculate that approximately 12 to 
L3sper oent Ob thes provinces rental stock is owned by the 
public or third-sector groups. Presumably, the remainingec,) 
to 88 per cent is privately owned. 

Great diversity is evident among the private owners of 
rental housing, although corporate landldords. appear ta 


dominate, at least for apartments. As depicted in Faqune .9, 


an analysis of the ownership of a sample of rental apartment 
buildings in Ontario24 indicates that only 37 per cent of 
the landlords were companies, but they owned 76 per cent of 
the units. Individuals and husbands and wives, on the other 
hand, made up 44 per cent of landlords, but they owned only 


i” pen cen Olmine onite. (The "other". andlora types in 


the sample included partnerships and trusts.) 
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FIGURE 9: Landlords by Type, 
Major Ontario Centres, 1980 


OUDORAUNUDAUOODT} Corporate 
Co) Husband/Wife and Individual 


22-4 Other 
80 76 


Gas). Oso. 0L 





Landlords Rental Units 


SOURCE: Information from the Ontario Ministry of Municipal 
Affairs and Housing based on data on apartments of six or 
more units from Teela Market Survey. 


The analysis also showed that the majority of the 
larger apartment buildings are in the hands of corporate 
landlords (see Figure 10). The average size of each of the 
Porporate “landlord's portfolios was 160 units? the 
individuals and couples averaged only 20 units, in some 
cases in more than one building. 

Although most of the larger rental buildings are in the 
hands of corporate landlords, they are not all owned by 
large real estate companies. As shown in Figure 11, more 
than half the corporately owned units in the sample were 
Owned by ‘companies with portfolios of only one or two 


buildings. Companies owning six or more rental buildings 
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FIGURE 10: Average Number of Rental Units per Landlord, 
Najor Ontario: Centres, 21930 


170 


160 


136 


102 


OR GHA eas (es 


68 


34 





Corporate Husband/Wife Other 
and 
Individual 


SOURCE selLnronmation, fromthe Ontario 6M inis toy: ots Muni ipad 
AtLfalrs and Housing, basedjon data on..apanstmente.oL Six or 
more units from Teela Market Survey. 


accounted for 27 per cent of the corporately owned units (21 
per cent of all rental apartment units in? the samples siSome 


OTeastuie Sean Marler COL pOra te kandlouds, OL) COurRSse memiay 


represent Cases of the same principals’ owning moresthanwone 
company. Nonetheless, it appears that a high proportion of 
the spLov rnee ss larger “apartment. buiddings | iserownmed by 
COMpankes that ahave wnterests an ionly al few proper ties. 
NOVElrn statistics .are Seyi On the types and size 
Or PRandVords Of nental housing other -than, apantmneme 
buildings. However, it seems likely that a much higher 


Proportion of this; part of the rental stock is owned by. 
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FIGURE ll: Corporately Owned Rental Units by Size of 


Rental-Building Portfolio, Major Ontario 
Centres, 1980 
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SOURCE: Information from the Ontario Ministry of Municipal 
Affairs and Housing based on data from Teela Market Survey. 


small landlords -- either companies or individuals that have 


portfolios of only one or a few properties. 
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NOTES 


Separate papers commissioned by the Commission of In- 
quiry into Residential Tenancies examine rent regula- 
tion as a policy instrument for alleviating the problem 
Ob adhrordald Lemmousing and for complementing the 
S€clmicy—-Of—temumpe trovisions of theshand lord and 
Tenant Act. See Denton Marks, HousingwAftfordabil ity 
and Rent Regulation, Research Study No. 8; and Marion 


Steele and John Miron, Does Regulation Work? Housing 


Affordability Problems, Market Imperfections and Public 


POmiCy,, aReSsear chm > cudy “No. 9. 








For more detail on the market for rental housing, see 
the wappendix to this study. 


This information is from unpublished data compiled by 
the Ontario Ministry of Municipal Affairs and Housing. 


AVOMA comprisessa Largeyurbanizied core, plus the main 
"COmmutermpehed wsurrounding Dt. For example, the 
Toronto CMA covers the area stretching from Oakville on 
thew west to Newmarket on, the Worth and Ajax on the 
east. The other Ontario CMAs are centred on Hamilton, 
Kitchener mn london, s0shawal Ottawa,i oS teatitcatharinesc=— 
Niagara, Sudbury, Thunder Bay, and Windsor. 


ines anakysissineluded rental, buid.dings :oftisimnony mere 
units in the seven regional municipalities encompassing 
the Toronto, Hamilton, and Ottawa CMAs. The 435,000 
Unt tSseilni tie sanple accounted for 60: per cent of alll 
rental Papartients 1 nsOntario and )40-perrcentirofmtnc 
total rental stock. 


some: ‘COLpOrate principals may, of Course, have been 
counted more: than once. see the appendix toy thismetudy 


Because landlords" costs are relatively "fi seq" 
regardless of whether rental units are occupied or not, 
the difference between a vacancy rate of zero and one 
of 4 to 5 per cent can signal the difference between 
profits and losses. 


The degree to which demand changes in response to rent 
levels (the elasticity of demand) is a highly complex 
lsste “on which further work is req Wir ed: before 
derinitiverancwers are forthcoming. (Miron, 1983.) ‘But 
there can be no doubt that the response occurs. 


Indeed, some evidence suggests that, because of these 
costs, some landlords, especially small Ones, ‘Gan be 
best characterized as turnover- or vacancy-minimizers 
rather than profit-maximizers in the sense that they do 
not charge the highest possible rents. Ratner, they 
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deliberately underprice their units so as not to risk 
unwanted vacancies. (See, among others, Downs 1979.) 


Sea Semis (all Goi.) Tor a fuller: discussion of 
traditional market failures. 


TResILESUe Of Aigo, dabigdi ty..1s ;dea.tuwith- in. another 
background study prepared for the Commission. See 


Denton Marks, Housing Affordability and Rent  Regula- 


tion, Research Study No. 8. 


tote on not co. suggest shat other: factorss may: not also 
bDevinvolved injrestricting new supply; for example, 
shortages of suitable land may be having this effect in 
Dattilcmlar socations. The point here is simply that 
restrictions on rent increases in the existing, stock 
are a plausible explanation for the apparent market 
failure involved in the lack of new supply in response 
to the light low-rent market. 


Given the previously noted constraints on new supply in 
Ontario, we can assume almost all the rental units were 
subsidized under either the Canada Rental Supply Plan 
or the nonprofit and co-operative housing program. 


The Lapaccs Ots land use controls on housing costs and 
rental supply have been the subject of various studies. 
For further discussion, see Babcock and Bosselman 
(eo 3) Or Owe (LOB 0), 


The most obvious restriction is low income. It is not 
dealt with here because there is no question that the 
market cannot provide some low-income tenants with 
ASqitee Mousing vat a rent they can attord: The 
problem is, however, outside this study's terms of 
reference. 


For a further elaboration of this issue see Jones 
GLO B Sy 


Recor senat. this study te. terns.of veherence,do not 
permit consideration of affordability as a possible 
rationale for rent stabilization. It is worth noting, 
however, that no matter how stable the rent, there wLil 
always be some tenants who cannot afford it. It seems 
clear that a rent stabilization program cannot 
effectively solve the problem of affordability, though 
for some groups and politicians, it remains a major 
rationale for such a program. 


For example, CMHC's limited-dividend rental housing 
program was very active in the 1950s, 1960s and early 
1970s; Riso, before 1972, all owners, of rental 
property could deduct a capital cost allowance for 
rental properties from income from non-rental sources 
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POE Vax purposes. § The abolitron of ‘this Pax Shelter 
LOL Mos tawny as Bors” (lo still 'eerst s”ror"cer tain 
corporate investors, primarily real estate companies) 
made rental housing a less attractive investment and 
tayenave been a factor in tightening tarkets To Veire 
first half of the 1970s and in increasing the marginal 
cost of new supply and consequently in raising rents. 


From a legal viewpoint, co-operatives are not rental 
housing. They are included here because they are close 
SuUDStULtuces stor itental housing; Serving most jofetie 
Same market, and because they receive government 
subsidies under the same programs as nonprofit rental 
housing. 


For example, Miron and Cullingworth argue that "the 
primary cause of the slump (in rental construction) has 
been a sluggish demand for rental accommodation. To 
some extent, Rent Review contributes to this sluggish- 
ness by restricting the rate at which rents can 
increase. Rent Review may thus have caused the slump 
to be deeper and more protracted than it would other- 
wise have been" (1983,29). Te “seems: very unlikely thet 
restricting rents would reduce demand -- in fact, the 
Opposite is much more probable. 


The overstatement would be especially large for the 
census estimate since average earnings increased by 
about 12 per cent between 1980 and 1981 but only about 
6 per cent between 1977 and 1978. 


CMHC also addressed the problem of Overconsumption and 
underconsumption of housing by calculating the average 
rent for an adequate dwelling for each household size 
and comparing that to income in determining the 
relevant rent/income ratios for a suitable SLiZeVor 
dwelling. 


The other Ontario CMAs are Hamilton, Kitchener, London, 
Oshawa, Ottawa, St. Catharines-Niagara, Sudbury; 
THUNder Bay, and Windsor , 


The analysis included rental buildings of six or more 
Unies Sin the seven regional municipal ities comprising 
the Toronto, Hamilton, and Ottawa CMAs. The sample was 
a35,000 units, accounting “for 60 per cent of arr 
Ontario's rental apartments and 40 Pen Cente Of sits 
EOtal rettar "Stock. 
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